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EXPOSURE DRAFT 
PROPOSED STATEMENT ON AUDITING 
STANDARDS: REQUIRED COMMUNICATION 
OF MATERIAL WEAKNESSES IN 
INTERNAL ACCOUNTING CONTROL 
DECEMBER 31, 1976 
Issued by the Audit ing Standards Executive Committee of the 
American Institute of Certif ied Public Accountants 
For Comment From Persons Interested in Auditing and Reporting 
Comments should be received by March 15, 1977, and addressed to 
Auditing Standards Division, File Ref. No. 4280 
AICPA, 1211 Avenue of the Americas, New York, N.Y. 10036 
American Institute of Certified Public Accountants 
1211 Avenue of the Americas, New York, New York 10036 (212) 575-6200 
December 31, 1976 
To Practice Offices of CPA Firms ; Members 
of Council ; Technical Committee Chairmen, 
State Society and Chapter Presidents, 
Directors and Committee Chairmen; Organizations 
Concerned with Regulatory, Supervisory 
or Other Public Disclosure of Financial 
Activities; Persons Who Have Requested Copies; 
This exposure draft proposes a new requirement that an auditor advise his 
client's senior management and the board of directors or its audit committee of 
material weaknesses in internal accounting control that come to his attention 
incident to his examination of the client's financial statements. Such required 
communication will aid management in discharging its responsibility to establish 
and maintain a system of internal accounting control by providing them with 
additional knowledge of material weaknesses in such control. 
The importance of establishing and maintaining an effective system of internal 
accounting controls has recently been the subject of increased public discus-
sion. One suggestion is that a periodic auditor's report on the adequacy of a 
public company's system of internal accounting control could aid investors and 
others who rely on published financial information. This proposed standard does 
not address the expectations implicit in that suggestion. 
In this regard, the Committee is continuing its consideration of the significant 
underlying issues of reporting on the system of internal accounting control, 
which could have an important impact on the auditor's responsibility. This may 
lead to further proposals for other SASs. In the interim, the Auditing Standards 
Executive Committee believes this proposal will be useful guidance to inde-
pendent auditors while it continues to study these matters. 
Comments and suggestions on any aspect of the enclosed are sought and will be 
appreciated. They should be addressed to the Auditing Standards Division, File 
Reference No. 4280 at the AICPA in time to be received by March 15, 1977. The 
Auditing Standards Executive Committee will be particularly interested in the 
reasoning underlying comments and suggestions. 
Sincerely, 
i /] 
Kenneth P. Johnson, Chairman 
Auditing Standards Division 
John F. Mullarkey, Director 
Auditing Standards Division 
AICPA 
PROPOSED STATEMENT ON AUDITING STANDARDS 
REQUIRED COMMUNICATION OF MATERIAL WEAKNESSES 
IN INTERNAL ACCOUNTING CONTROL1 
1. This Statement establishes a 
requirement that the auditor com-
municate to senior management 
and the board of directors or its 
audit committee material weak-
nesses in internal accounting con-
trol that come to his attention 
during an examination of financial 
statements made in accordance 
with generally accepted auditing 
standards.2 
2. The existence of material 
weaknesses in internal accounting 
1
 This Statement amends SAS No. 1, 
section 640.01, by the addition of the 
following sentence: 
If the auditor is aware of a material 
weakness in internal accounting con-
trol, whether or not he is specifically 
engaged by the client to review and 
report on the system of internal ac-
counting control, a communication 
as described in SAS No. XX, "Re-
quired Communication of Material 
Weaknesses in Internal Accounting 
Control," is required. 
This Statement also revises the form 
of report to be vised in reports in an 
auditor's evaluation of internal account-
ing control by replacing the example 
in paragraph 640.12 with the suggested 
form of report in paragraph 8. 
In addition, section 640.13, which reads 
in part, ". . . the auditor may conclude 
that for certain weaknesses corrective 
action by management is not practic-
able in the circumstances, and he may 
decide to exclude such weaknesses from 
his report, [1]" shall have the following 
footnote: 
1
 If the auditor is aware of a material 
weakness, it should be communica-
ted to management, whether or not 
corrective action is practicable (See 
SAS No. XX). 
2
 A material weakness in internal account-
ing control is defined in SAS No. 1, 
section 320.68, as "a condition in which 
control affects the nature, extent, 
and timing of audit tests to be 
applied in an examination of finan-
cial statements. However, the com-
munication, either orally or in a 
written report, of such weaknesses 
of which the auditor is aware is not 
required to enable the auditor to 
state that his examination has been 
made in accordance with generally 
accep ted a u d i t i n g s t a n d a r d s . 
Rather, the communication of ma-
terial weaknesses in internal ac-
counting control is incident to the 
auditor's objective in making an 
examination of financial statements, 
i.e., to form an opinion as to 
whether the financial statements 
present fairly financial position, re-
sults of operations, and changes in 
financial position in conformity with 
generally accepted accounting prin-
ciples consistently applied. Such 
communication is also incident to 
the purpose of the auditor's study 
and evaluation of the system of in-
ternal accounting control, i.e., to 
establish a basis for reliance there-
on and for the determination of the 
resultant extent of the tests to which 
auditing procedures are to be 
restricted. 
3. The auditor may become 
aware of material weaknesses in 
the auditor believes the prescribed 
procedures or the degree of compliance 
with them does not provide reasonable 
assurance that errors or irregularities 
in amounts that would be material in 
the financial statements being audited 
would be prevented or detected within 
a timely period by employees in the 
normal course of performing their 
assigned functions." 
internal accounting control through 
his initial review of the system. 
This review is primarily a process 
of obtaining information about the 
organization and the procedures 
prescribed and is intended to serve 
as a basis for making a preliminary 
evaluation of the system. If the 
auditor intends to rely on the pre-
scribed procedures, the review will 
also serve as a basis for designing 
related tests of compliance that are 
intended to provide reasonable as-
surance that the accounting control 
procedures are being applied as 
prescribed. The auditor may also 
become aware of material weak-
nesses in internal accounting con-
trol by performing such tests of 
compliance with prescribed pro-
cedures. Further, the auditor may 
become aware of material weak-
nesses in internal accounting con-
trol by performing substantive tests, 
the purpose of which is to obtain 
evidence as to the validity and 
propriety of the accounting treat-
ment of transactions and balances 
or, conversely, of errors or irregu-
larities therein.3 However, there is 
no requirement under generally 
accepted auditing standards to 
evaluate each control or to identify 
every material weakness. Also, the 
auditor may decide not to test 
compliance with prescribed pro-
cedures relating to all or certain 
elements of the system because the 
audit effort required exceeds the 
reduction in effort that can be 
3
 For a discussion of the review of the 
system of internal accounting control, 
tests of compliance, and substantive 
tests, see SAS No. 1, sections 320.51-.68. 
5 
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achieved by reliance on the system. 
The auditor 's examination is based 
on the concept of testing selected 
items and thus is subject to the 
inherent risk that all material weak-
nesses in internal accounting con-
trol will not be disclosed. To achieve 
total assurance that he would be-
come aware of all such weaknesses 
the auditor would have to extend 
his a u d i t i n g p r o c e d u r e s to t h e 
extent that the cost of the examina-
tion would exceed the benefits 
derived. 
4. Establishing and maintaining 
a system of internal accounting con-
trol is management 's responsibility. 
Knowledge of material weaknesses 
in internal accounting control is 
essential for management to dis-
charge this responsibility by insti-
tu t ing corrective action as necessary 
in the circumstances. Procedures by 
which management may obtain 
knowledge of such weaknesses in-
clude, bu t are not limited to, peri-
odic discussions with other levels 
of management with respect to 
weaknesses that come to their at-
tention, reports of internal auditors, 
and communication from indepen-
dent auditors. Consequently, the 
independent auditor should com-
municate to senior management and 
board of directors or its audit com-
mittee any material weaknesses that 
come to his attention during the 
course of his examination of the 
financial statements that have not 
been corrected during the period 
being examined. Preferably, the 
auditor's findings should be com-
municated in a writ ten report to 
reduce the possibility of mis-
unders tanding. 
Form of Auditor's 
Communication 
5. The auditor should communi-
cate material weaknesses in internal 
accounting control that he becomes 
aware of through his examination 
of the financial s tatements at the ear-
liest practicable date. In certain cir-
cumstances, because of the possible 
e f f e c t s of t h e m a t e r i a l w e a k -
nesses, the auditor should consider 
communicat ing material weaknesses 
at interim dates after carrying out 
parts of the examination. When 
more than one communication is 
made during the course of an ex-
amination, it is not necessary for 
the auditor to repeat weaknesses 
reported at interim dates in a com-
munication made at the completion 
of his examination, provided he 
makes reference to the interim 
report. 
6. If the auditor does not be-
come aware of any material weak-
nesses in internal accounting con-
trol during his examination of the 
financial statements, he may, but is 
not required to, communicate that 
fact. 
7. The auditor's concern for pre-
viously reported material weak-
nesses in internal accounting con-
trol communicated in connection 
with a prior examination of finan-
cial statements is limited to his 
consideration of such weaknesses 
and the corrective action taken, if 
any, as they affect his current study 
and evaluation of internal control. 
If such previously reported weak-
nesses have not been corrected, he 
should repeat them currently. 
8. The form of communication 
is optional. However, a suggested 
form of an auditor's written report 
follows: 
We have examined the financial 
statements of ABC Company for the 
year ended December 31, 19XX, 
and have issued our report thereon 
dated February 23, 19XX. As a part 
of our examination, we made a 
study and evaluation of the com-
pany's system of internal account-
ing control to the extent we con-
sidered necessary to evaluate the 
system as required by generally ac-
cepted auditing standards. Under 
these standards the purposes of such 
evaluation are to establish a basis for 
reliance on the system of internal 
accounting control in determining 
the nature, timing, and extent of 
other auditing procedures that are 
necessary for expressing an opinion 
on the financial statements and to 
assist the auditor in planning and 
performing his examination of the 
financial statements. 
The objective of internal account-
ing control is to provide reasonable, 
but not absolute, assurance as to the 
safeguarding of assets against loss 
from unauthorized use or disposi-
tion, and the reliability of financial 
records for preparing financial state-
ments and maintaining account-
ability for assets. The concept of 
reasonable assurance recognizes that 
the cost of a system of internal ac-
counting control should not exceed 
the benefits derived and also recog-
nizes that the evaluation of these 
factors necessarily requires estimates 
and judgments by management. 
There are inherent limitations 
that should be recognized in con-
sidering the potential effectiveness 
of any system of internal accounting 
control. In the performance of most 
control procedures, errors can result 
from misunderstanding of instruc-
tions, mistakes of judgment, care-
lessness, or other personal factors. 
Control procedures whose effective-
ness depends upon segregation of 
duties can be circumvented by collu-
sion. Similarly, control procedures 
can be circumvented intentionally 
by management either with respect 
to the execution and recording of 
transactions or with respect to the 
estimates and judgments required 
in the preparation of financial state-
ments. Further, projection of any 
evaluation of internal accounting 
control to future periods is subject 
to the risk that the procedures may 
become inadequate because of 
changes in conditions and that the 
degree of compliance with the pro-
cedures may deteriorate. 
Our examination of the financial 
statements made in accordance with 
generally accepted auditing stand-
ards, including the study and evalu-
ation of the Company's system of 
internal accounting control for the 
year ended December 31, 19XX, 
which was made for the purpose set 
forth in the first paragraph above, 
would not necessarily disclose all 
weaknesses in the system because 
our examination of the financial 
statements is based on selective 
tests of accounting records and re-
lated data. However, such study 
and evaluation disclosed the follow-
ing conditions that we believe to 
be material weaknesses. (A des-
cription of the material weaknesses 
that have come to the auditor's at-
tention would follow.) 
The foregoing conditions were 
considered in determining the na-
ture, timing, and extent of audit 
tests to be applied in our examina-
tion of the financial statements, and 
this report of such conditions does 
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not modify our report dated Febru-
ary 23, 19XX, on such financial 
statements. 
9. If the auditor becomes aware 
of material weaknesses for which 
management believes corrective ac-
tion is not practicable, he may refer 
to the circumstances and summarize 
the weaknesses. The related sen-
tence of the auditor's report would 
state: "However, such study and 
evaluation disclosed the following 
conditions that we believe to be 
material weaknesses for which man-
agement believes corrective action 
is not practicable in the circum-
stances." The auditor would then 
summarize the weaknesses and des-
cribe the circumstances (e.g., in-
a d e q u a t e con t ro l over cash 
disbursements because of inade-
quate segregation of duties due to 
limited personnel). 
10. The auditor may also offer 
for management's consideration sug-
gested corrective action with respect 
to material weaknesses in internal 
accounting control. However, any 
additional study made to develop 
constructive suggestions is not part 
of an examination of financial state-
ments made in accordance with 
generally accepted auditing stand-
ards. The auditor may also wish to 
communicate immaterial weak-
nesses in internal accounting con-
trol but is not required to do so. 
